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BEFORE THE STATE BOARD OF' EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of ;
PUP *N' TACO DRI VE UP )

ORDER DENYI NG PETI TI ON FOR REHEARI NG
. AND SUBSTI TUTI NG CPI NI ON

Upon consideration of the petition filed March
31, 1977, by the Franchise Tax Board for rehearing of
t he appeal of Pup *n* Taco Drive Up, we are of the
opinion that none of the grounds set forth in the peti-
tion or supplenmental briefs constitute cause for
granting thereof and, accordingly, it is hereby ordered
that the petition be and the same is hereby denied and
that our order of March 2, 1977, be and the same is
hereby affirned.

Good cause appearing therefor, it is also here-
by ordered that our opinion of March 2, 1977, in the
above entitled matter, except for the first two para-

graphs thereof and the order, be deleted and repl aced
' the follow ng:

Appel lant Pup 'n' Taco Drive Up was incor-
porated in California on May 10, 1965. Since
then its principal business activities have
been franchising and operating fast-food res-
taurants. By 1968 it had 18 restaurants, nost
of which were located in Los Angel es and Orange
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Counties. In that year appellant decided to
expand beyond California, and it therefore

| eased property and contracted for equipnent
to establish a Pup 'n* Taco Drive Up in Al bu-
querque, New Mexico (hereinafter sonetines
referred to as the "Al buquerque Drive Up.")
Since appellant did not have sufficient organ-
I zation or managenment staff to carry out this
expansion within the company, it planned to
OEerate t he Al buquerque Drive Up as a partner-
ship rather than as a part of the corporation

In May 1968 appellant entered into a
partnership agreenent with Martin R. Wendel |
a brother of appellant's president. The agree-
ment provided that appellant would own a 52
percent interest and Wendell would own a 48
percent interest in the Al buquerque Drive Up.
Wendell was to serve as the new restaurant's
manager, subject to appellant's direction and
control, but appellant was authorized to renove
him as manager at any tinme for cause. Failure
to follow appellant's instructions was specifi-
cal ly described as cause for renoval. As one
condition of the agreenent appellant prom sed
to make interest-free |oans to the partnership,
I f needed, and also to arrange for and guarantee
a line of credit with suppliers- The agreenent
also directed the partnership to keep its books
in a manner directed by an accountant to be
selected by appellant. In addition, appellant
granted the partnership a license to use the
name "Pup 'n' Taco Drive Up #24." Appellant
retained all ownership rights in the naneg,
however, and was to receive royalties for the
partnership's use of its name and system of
operation.

The architectural style and operati onal
system of appellant's California restaurants
served as a prototyPe for the Al buquerque
Drive Up. Twenty of the thirty itens appear-
ing on appellant's, menus were included on the
Al buquerque nenu, although the prices of sone
of those itens were different. In addition
some of the menu itens were prepared wth a
secret and distinctive blend of spices which
aﬁpellant and the Al buquerque Drive Up pur-
chased in comon from a supplier in Chicago.
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Apparently appellant seldom if ever took an
active role in the day-to-day operation of the
partnership, including such matters as the hir-
|ng of enpl oyees and the purchasing of supplies
ot her than spices, but appellant's accounting
firmdid conduct periodic audits of the partner-
ship's books to insure that such matters were
being handled efficiently.

In 1972 appellant entered into a partner-
ship agreenment to operate a Pup 'n' Taco Drive
Up 1 n Denver, Colorado (hereinafter sonetinmes
referred to as the "Denver Drive Up".) The
record does not reveal the terms and conditions
of this agreenent. Respondent alleges, however,
and appel |l ant appears to concede, that the busi-
ness of the Denver Drive Up was conducted Sim -
larly to that of the Al buquerque Drive Up

Appel | ant used a separate accountin? met hod
to conpute its California income on its franchise
tax returns for the incone years 1969 through
1972. After an audit, respondent reconpute

‘ appellant's California inconme by formula appor-
tronment, including in the fornmula appellant's
distributive share of the partnerships' income
and apportionnment factors. \Wien respondent
i ssued proposed assessnments reflecting these
adj ustments, appellant protested, but the pro-
test was denied and this appeal followed.

A taxpayer which earns income from sources
both within and without this state is required
to nmeasure its California franchise tax liability
by its net incone derived from or attributable
to California sources. (Rev,, & Tax. Code, §
25101.) The California-source incone of such
a taxpayer nust be conputed in accordance with
the provisions of the Uniform Division of In-
come for Tax Purfoses Act, Revenue and Taxation
Code sections 25120 through 25139. (Rev. &

Tax. Code, § 25101.) If the business conducted

within and without the state is unitary, the
ortion of the business incone fromthe unitary
usiness which is attributable to California

sources mnust be determ ned b%ofornuja afgor-
tionnent. (See Cal. Adm n. de, tit. , reg.
25101, subd. (£).)-
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The California Suprene Court has held that
a business is unitary where the follow ng fac-
tors are present: (1) unity of ownership; (2)
unity of operation as evidenced by central pur-
chasing, advertising, accounting and managenent
divisions; and (3) unity of use in a centralized
executive force and general system of operation
(Butler Brothers v. McColgan, 17 Cal. 2d 664,
678 [111 p.2d 3341 ( ), affd. 315 U.S. 501
[86 L. Ed. 9917 (1942).) The court has also
stated that a business is unitary when the
operation of the business within California
contributes to or is dependent upon the opera-
tion of the business outside the state. (Edison
California Stores v. McColgan, 30 Cal. 2d %727,
481 [183 p.2d 16 (1947).) "It is only if [a
corporation 's] business within this state is
truly separate and distinct fromits business
without this state, so that the segregation of
i ncome may be nmade clearly and accurately, that
the separate accounting nethod nmay. properly be
used." (Butler Brothers v. McColgan, supra,
17 Cal. 2d at 667-668.) These general princi-
prles have been reaffirmed in several nore recent
cases. (Superior Ol Co. v. Franchise Tax Board

60 Cal. 2 [34 . tr. Tﬁﬁff’ﬁ@g_Pulﬁ 331
(1963); Honolulu O Corp. v. FEranchise Tax
Board, 60 Cal. 2d 417 [34 Cal. Rptr. 55Z, 386

P.2d 40] (1963); RRO Teleradio Pictures, Inc.
v. Franchi se Tax Board, 246 Cal. App. 2d 812
[55Cal. Rptr. 2991 (1966).)

Since appellant owns a 52 percent interest
in the Denver and Al buquerque partnerships, the
unity of ownership requirenent is satisfied in
this case. Unity of use is also present since
appel | ant establishes overall policy for the
busi ness, as evidenced by the fact that the
partnershipy managers are subject to dism ssa
for failure to follow appellant's instructions.
(See Chase Brass & Copper Co. V. Franchise Tax
Board, 10 Cal. App. , 504 [87 Cal. Rptr.
2397 (1970) app. dism and cert. den., 400 U.S.
961 (27 L. Ed. 2d 381] (1970).) Unity of oper-
ation is evidenced by the use of a single trade
name and system of operation, simlar architec-
tural styles and menus, common purchasing of
distinctive spices, and the use of appellant's
accounting firm to conduct periodic audits of
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the partnerships. Moreover, appellant |eased
property for the partnerships, offered them
Interest-free |oans, and arranged for and
guaranteed lines of credit, The infusion of
capital, know edge and business reputation into
the Eartnershlps presumably contributed greatly
to their success. Taken together, these cir-
cunst ances establish that appellant and the
partnerships are a unitary business, despite
the alleged autononmy in their day-to-day oper-
ations. -(See Appeals of Servomation Corp., et
al., Cal. st. Bd. of Equal,, July %, 1967
Appeals of Sinobnds Saw and Steel Co., et al.,
Cal. St. Bd. of Equal., Dec. 12, 1967; Appeal
of F. W Wolworth Co., Cal. St. Bd. of Equal.,
July 31, 1972.)

Respondent has raised an additional issue
W th re?ard to the unity of ownership require-
ment . n the Appeal of Jack Harris, Inc.,
decided January 3, 1967, respondent argued and
we agreed that the ownership requirenent is not
satisifed as to a corporation and a partnership
® in which it participates unless the corporation
owns a "controlling” interest in the partner-
ship. Respondent now asks us to overrule Jack
Harris on this point. It argues that unity of
ownership exists per se between a corporation
and a partnership to the extent of the corpora-
tion's actual ownership interest in the partner-
ship, without regard to control. In support
of this position respondent points out that a
partnership is not a separate taxable entity,
and that the income and apportionment factors
ofa corporation and a partnership in which It
participates are combined only to the extent
of the corporation's actual ownership interest.
(See Cal. AdT}n. Code, tit, 18, reg. 25137,
subd. (e).)* =

1/ Regul ation 25137 was adopted in its original form on
June 30, 1973, applicable to incone years beginning after
Decenber 31, 1972, and endinﬂ after the regulation became
‘ effective.  The regulation therefore does not apply to
(continued on next page)
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Al though respondent's arguments may have
some merit, a decision on this point is not
necessary to the resolution of this appeal
Since appellant owned a 52 percent interest in
each partnership, the unity of ownership re-
quirenent is satisfied both under respondent's
theory and under the rule of Jack Harris. A
decision as to which of these approaches is
correct would therefore not affect the outcone

of the appeal. Understandably, appellant has
not filed a brief on this point. Because the
matter has not been full ri efed, and because

the result on appeal would not be changed, we
find it neither necessary nor appropriate to
overrule Jack Harris at this tine.

For the above reasons, respondent's action
in this matter is sustained.

Done at Sacranento, California, this 11th day
of January, 1978, by the State Board of Equalization

g ;‘EZEL;-uhj;? €
wy{: A 39[244§fé;4 enber

1/ (continued from page 5)

The years involved in this appeal. However, subdivision
(e) was added to the regulation on Novenber 16, 1974,

wi t hout anK mention of the years to which it would apply.
Al t hough there is accordingly sone question as to the
retroactive effect of subdivision (e) (see Rev. & Tax.
Code, § 26422), it is unlikely that it was intended to
have broader application than the regulation'into which
it was incorporated. Therefore, while subdivision (e)
apparently illustrates respondent's treatnent of partner- ‘
ships during the appeal years, we do not regard it as ~
controlling for those years.
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